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Money Supply in New Zealand 


I-INTRODUCTORY 


IN 11S ANNUAL REPORT for the year ended 31st March, 
1942, the Reserve Bank published for the first time 
a table showing changes in the volume of money in 
New Zealand and the principal causes of those 
changes. Since then similar statistics have been pub 
lished from time to time both in the annual report 
and in the “Statistical Summary”. Considerable 
interest has been taken in these figures, which have 
been freely quoted and sometimes misinterpreted. 
The purpose of these articles is to explain how the 
figures are compiled, their significance, and their 
proper use. 

In publishing figures relating to the volume ol 
money and its changes the Reserve Bank has sought 
to draw attention to one of the most important 
aspects of the economic system. In any period when 
the volume of money is changing rapidly it is useful 
to know not only the amount of the change (which is 
important ino relation to questions of incomes, ex 
penditures and prices) but also the causes of those 
changes, since these help to indicate in what direc 
tions remedial action (if necessary) might be taken. 
There is a danger, however, that more meaning may 
be read into the figures than is justified by the facts. 

In the compilation of statistics concerning the 
volume of money, it is necessary first to adopt a 
definition of money; the second step is to make calcu 
lations which contorm as closely as possible to the 
definition and which can be derived trom the avail 
able statistics. In the matter of definition many dil- 
ferent forms of words are presented in text-books, but 
they follow fairly closely a common pattern. One 
definition which is familiar to many New Zealanders 
is that given by Professor Murphy in his “Outlines of 
hk conomics”:— 

“Money may be defined as that commodity which 
passes freely from hand to hand in the COMMUNES 
in final settlement of debt and payment for goods 
and. services, being accepted without reference to 
the credit of the party giving it, and with the 
intention on the part of the receiver not person 
ally to consume it, but to employ it tor the purpose 
of further exchange.” 

Another definition which might be used. is: 

“Money is any means of payment which is imme 
diately available and universally acceptable.” 

The next step is to consider the available banking 
statistics and select those items which fit most satis 
factorily into the definition. Lhe task is not neces 
sarily a simple one, and the decision made must 
inevitably be somewhat arbitrary. The selection of 
items which the Reserve Bank has made ts as loliows: 

(a) Coin in circulation — silver and cupro-nickel. 
Bronze coin is mot included, but is very small in 
amount. 

(b) Net note circulation—Le., the value of notes 
issued by the Reserve Bank minus those held by the 
six trading banks. Lhese notes are assumed to be in 


circulation, although it is known that some may be 
outside New Zealand, some may be irretrievably lost 
or destroyed, some are stored away in private hoards, 
and some are held by the savings banks. 

(c) Demand liabilities of the trading banks. ‘This 
is another wav of saving the credit balances or free 
deposits held by customers in their bank accounts. 
They include small Governments deposits at branches 
olf the Bank of New Zealand. This money can be 
freely drawn on by cheque at any time, and although 
cheques themselves may not be “universally accept 
able” the deposits which they represent are in prac- 
tice freely transferable and universally acceptable and 
therefore come within the definition of money. 

(d) Demand liabilities of the Reserve Bank (ex- 
cluding the deposits to the credit of the trading 
banks). ‘These demand liabilities of the Reserve 
Bank are similar to the demand liabilities of the 
trading banks, except that the customers concerned 
are not the general public, but the Government, some 
of its various Departments, and certain semi-Govern- 
mental marketing organisations. In some countries 
Government deposits at the Central Bank are not 
included in the statistics of money supply, on the 
grounds that Governments may sometimes, as a 
matter of anti-inflation policy, accumulate cash bal- 
ances in order to withdraw money from circulation. 
Such funds, it is considered, are not available for 
spending. In New Zealand, however, Government 
deposits have been included in the volume of money 
because the accumulation of cash balances as an anti- 
cyclical measure has not played a part in Government 
policy and cash balances held by Government Depart- 
ments are just as freely available for spending as 
other bank deposits. 

It is important also to point out what items are 
not included in the volume of money, and why. First, 
there are various kinds of time deposits, both at the 
trading banks and at investment or trading com- 
panics. These time deposits are fixed for specified 
periods, and though they may be released in certain 
circumstances they are not normally available tor 
spending. ‘They are, in fact, short-term investments. 
Secondly, there are the deposits at the Post Office Sav- 
ings Bank and trustee savings banks. While these 
deposits are withdrawable on demand, and are looked 
upon by depositors as being equivalent to cash, they 
earn interest and are not as a rule transferable by 
cheque. In the majority of cases they are in the 
nature of investments. Moreover, withdrawals are 
usually made in the form of notes or coin from sav- 
ings bank tills, or (for larger amounts) in the form 
of cheques drawn on savings bank deposits at the 
trading banks or the Reserve Bank—all of which are 
already included in the volume of money. Although 
the amount of savings bank deposits must be taken 
into account in any consideration of potential private 
expenditure and the level of savings, they have for 
the above reasons been omitted from the computa- 





tion of the volume of money. Thirdly, in some calcu 
lations of the volume of money privately-held Gov- 
ernment securities are included. Again it is true to 
say that such securities may from the point of view 
of the individual owner be a liquid asset which repre- 
sents potential purchasing power. In practice, how 
ever, it is impossible to distinguish between securi 
ties which are held temporarily in anticipation of 
later expenditure and those which are long term 
investments. In any case Government securities are 
not the same as ready cash, and if Government securi 
ties are to be included then all other marketable 
assets should be included also, and this would obvi 
ously be both unreasonable and impracticable. 
Fourthly, trading bank deposits at the Reserve Bank 
are excluded because they are not cash which the 
trading banks spend on their own account, as con- 
sumers. They do not represent spending power held 
by the general public. 

It is possible to argue that “unexercised overdraft 
authorities” should be included in the volume of 
money, since if a customer has authority to overdraw 
his account up to a specified limit but has not reached 
that limit, the remainder can freely be drawn upon 
by cheque at any time, and such cheques are just as 
acceptable as those drawn on credit accounts. On the 
other hand, unused authorities cannot be freely 
transferred from person to person, and some of them 
are merely nominal and not likely to be fully used. 
Manvy bank customers could obtain overdraft authori 
ties if they so desired, but this fact is not recorded 
in the statistics. For these reasons it is better to treat 
unexercised overdraft authorities not as money but 
as an indication of a potential source of money. 

From the above discussion it will be seen that the 
distinction between items which must be included 
in the volume of money and those which must be 
excluded is by no means clear cut. There are many 
assets which are so liquid as to be on the border- 
line of the definition of money, while on the other 
hand there are parts of some of the included items 
which are so inactive as to be virtually out of circu- 
lation. The items which have been included in the 
Reserve Bank statistics represent what is considered 
to be the most satisfactory method of calculation. 
Provided this method is adhered to consistently and 
is fully understood the figures published are a useful 
indication of the volume of money. 

Changes in the volume of money over a period of 
only a few months should be interpreted very care 
fully, since the figures are subject to changes from 
month to month and from season to season which 
have little economic significance. For ‘reasons which 
will be explained more fully in later articles in this 
series, it is possible for fairly substantial changes to 
occur from one month to the next as a result of 
fortuitous factors which tend to cancel out over a 
longer period. Also, there are seasonal changes in 
export income and in Government requirements of 
credit to cover temporary deficiencies in revenue. 
These tend to cancel out over a twelve months period. 


The existence of these seasonal and temporary 


changes in the volume of monev is illustrated in the 
graph on the next page. 


There is an even more important qualification 
which must be kept in mind in interpreting changes 
in the volume of money. It must not be assumed that 
because the volume of money has increased over a 
given period (especially a short period) that an in 
crease in the price level is certain to result. It may 
be that at the same time there has been an equiva 
lent increase in the volume of goods and services avail- 
able, or a change in the level of saving and expendi 
ture. Conversely, because prices have risen over a 
given period it does not necessarily follow that an 
increase in the volume of money is solely or mainly 
responsible. Other important factors which must be 
taken into account include the volume and costs of 
production, the level of incomes, taxation, the rate 
of interest, the price of imports, and so on. Also 
relevant are the expectations of consumers and pro 
ducers concerning future trends in market conditions. 
The factors determining the price level are highly 
complex and to explain them solely, or even mainly, 
in terms of the volume of money is to adopt too 
simplified an approach and to ignore many factors 
which are often far more important. Over a period 
of several years changes in the price level will nor 
mally be in the same direction as changes in the 
volume of money, but the rates of change may be 
quite different, and the relationship of cause and 
effect by no means obvious. In the short run (and 
especially while price controls are in effect) there is 
no necessary connexion between price changes and 
monetary changes, as is shown by the accompanving 
graph. Wide seasonal fluctuations and sharp month 
to-month changes in the volume of money have been 
accompanied by moderate and gradual (and even 
contrary) movements in prices. 

In spite of the limitations on the use which can be 
made of the statistics relating to the volume of money. 
their publication serves a useful purpose and they 
provide part of the explanation of important happen 
ings in the economic system. 

The causes of changes in the volume of money are 
briefly these:— 

1. The external balance of payments, or the dif 
ference between receipts and payments in the over 
seas transactions of the banking system. 

2. Bank credit—the making of loans by banks to 
their customers, and the repayment of those advances; 
and the buying and selling of securities by banks. 

%. The shifting of funds between demand and 
time deposits at the trading banks. 

t. “Other Items”—a number of miscellaneous 
causes which are mostly small and which arise from 
the fact that the statistics of the volume of money 
are no more than a close approximation. As indi 
cated earlier, these “other items” might appear to be 
significant over a short period but tend in the longer 
run to cancel out. 
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in circulation prior to 1935 are only rough estimates, while those for coin prior to 1920 are 
insufficient information available. The amount was probably not more than £1 million 
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Il-THE MECHANISM OF BANK CREDIT 


There are two main causes of changes in the amount 
of money in the form of coin, notes and bank deposits, 
namely:— 

(a) Bank loans and their repayment, commonly 
referred to as “expansion and contraction of bank 
credit.” 

(b) Receipts and payments between New Zealand 
and other countries, commonly referred to as “overseas 
transactions.” 

This article deals with bank loans and their repay- 
ment. 

When a bank makes a loan it increases the amount 
of money in circulation, The repayment of a bank 
loan reduces the amount of money in circulation. 
Loans may be conveniently classified as— 

(a) Short-term loans commonly called advances or 

overdrafts. 

(b) Long-term loans or investments. 

Both classes of loans have the same effect on the 
volume of money whether made by the Reserve Bank 
or by the trading banks. 


Reserve Bank Loans 


As banker to the Government the Reserve Bank holds 
the balances of the various public accounts and 
deals with cheques drawn on them. It makes both 
short-term and long-term loans to the Government. 
Included in its lending operations are advances to the 
Marketing Department and to other marketing organ- 
isations to cover payments for meat and dairy produce 
awaiting shipment and to finance other state trading 
operations. Since 1947 it has also made, on behalf 
of the New Zealand Government, advances to the 
Governments of France and Czechoslovakia to help 
finance their purchases of New Zealand wool. 

The way in which the amount of money in circula- 
tion is increased by a Reserve Bank loan and decreased 
by its repayment is illustrated by the following 
examples: 


Example No. 1. 
Expansion of bank credit: 


The Reserve Bank lends say £1 million to Treasury 
as an advance (covered by a three months’ Treasury 
bill) or an investment (covered by long-term stock). 
The Public Account is credited with this amount and 
the Government's deposits at: the Reserve Bank in- 
crease correspondingly. As these deposits are transfer- 
able by cheque and are a form of money there is thus 
an increase of £1 million in the amount of money in 
circulation, 

Treasury may draw cheques on this £1 million 
which, being paid by the recipients into their accounts 
in the trading banks, simultaneously reduce the Gov- 
ernment deposits at the Reserve Bank, but increase 
deposits at the trading banks. Some or all of the £1 
million may be drawn out in notes and thus bank 
deposits may be less than they would otherwise be, 
but the amount of notes in circulation would increase. 
The £1 million may, in fact, pass through many 
accounts in payment for goods and services, but it 


remains in existence as an addition to the volume ol 
money unless it is used to repay a bank loan or is 
remitted overseas. 


Example No. 2. 
Contraction of bank credit: 


Treasury reduces its debt to the Reserve Bank by the 
repayment of £1 million. This is done by drawing a 
cheque for £1 million on the Government's balance 
at the Bank, which has been built up by money drawn 
from the public by means of taxation or public loans 
The cheque is used by the Government to re purchase 
from the Reserve Bank a Treasury bill or Government 
stock to the value of £1 million. ‘This has the effect olf 
reducing by £1 million the Government's balance at 
the Reserve Bank, and also by the same amount, the 
Reserve Bank's holding of Treasury bills (advances) 
or Government stock (investments). In other words 
£1 million held by the public in the form of coin, 
notes, and trading bank deposits, has been first trans 
ferred by the public to the Government and then used 
by the Government to repay £1 million of its debt to 
the Bank. The total amount of the Reserve Bank’s 
advances and investments has been reduced by £1 
million and the total amount of money in circulation 
has correspondingly been reduced by £1 million. 


Trading Banks’ Loans 


The lending operations of trading banks cover the 
whole field of production and trade, and play an 
essential part in financing business transactions. They 
provide both short-term advances which are commonly 
called overdrafts, and long-term investments which 
appear in the banking returns as “Securities—Govern 
ment and Other”. 

The volume of money is affected by trading bank 
loans in much the same way as it is by Reserve Bank 
loans; it is increased by the loans and reduced by 
their repayment. This is illustrated by the following 
examples: 


Example No. 3. 
Expansion of bank credit: 


Customer A, having made the necessary arrangements 
for a bank overdraft, draws a cheque for £1000. He 
uses it to make a payment to B who has a credit 
balance at a bank, and who pays the cheque into his 
account. [his increases total bank deposits by £1000. 
At the same time A’s bank account is debited with 
this amount and total bank advances also increase by 
£1000. Either A or B could have cashed the cheque 
and have drawn it out in notes, ine which case the 
increase in the amount of money would have been 
in notes instead of in trading bank deposits; or the 
cheque could have been paid into the Public Account 
and thus have increased Government deposits at the 
Reserve Bank. 

If B’s account at the bank is already overdrawn and 
he uses the cheque to reduce his overdraft by £1000 
there is, of course, no increase in total deposits o1 
advances nor in the total volume of money. Neither 





is there any change in the total volume of money if 
the cheque is used to buy loreign exchange, for in this 
case the effect of the increase in advances is offset by 
OVCTSCaSs pavine nts. 

In general, the ethect of an increase in total advances 
is to increase the total amount of money in circulation, 
and the additional money remains in existence until 
it is used for repayment of bank loans or lor overseas 


remittances. 


Example No. 4. 

Contraction of bank credit: 

Customer A, who has a bank overdratt of £1000, 
repays it by a cheque that he has received trom C who 
has a credit balance at his bank. When the cheque ts 
cleared, C’s account is debited and total bank de posits 
are reduced by £1000, while total bank advances ar 
also reduced by the repayment of A’s overdralt. Had 
the overdraft been repaid by cash or by a Government 
cheque on the Reserve Bank the result so far as the 
volume of money is concerned would still have been 
the same, namely a reduction of £1000 in the total 
mount of notes, coin and bank deposits. 


suying and Selling of Securities by Banks 

Phe total amount of money in circulation is increased 
when a bank buys securities (e.g. stock or debentures) 
and is reduced when a bank sells securities. Where this 
is done deliberately by a central bank with a view to 
influencing the volume of money or the rate of 
interest, it is usually referred to as “Open Market 


Opn rations”. 


Example No. 5. 

Ex pans on of bank credit hy bu 

\ bank buys trom a stock-broker £1000 of Govern 
ment stock held by a New Zealand resident. ‘The 
payment for this is made by the bank either in cash 
or by crediting the seller's bank account. Tf the pay 
ment is made by cash the bank gives ost: notes which 
it has in hand and which, while held by the bank, arc 
not part of the amount of money in circulation. By 


paving out these notes the bank increases by £LO00 


the total volume of notes held by the public. TE the 
payment is made by crediting the seller's bank account 
there is an increase of £1000 in total bank deposits 
In either case there has been an increase of £1000 in 
the bank’s investments and also in the total amount of 


money in circulation. 


Example No. 6. 


] } 


Contraction of bank credit by sell 
\ bank sells £1000 of Government stock to a New 
Zealand resident. The buyer pays for it by cash, 
thereby reducing the total amount of notes in circula 
tion, or by cheque, thereby reducing bank deposits. In 
either case the result is a reduction of £1000 in the 
bank’s investments and also in the total amount of 
monev in circulation 
(Note: These examples are given to illustrate general 
principles, although in fact the trading banks in 
New Zealand have not participated in the buying 


and selling of securities in recent Vvears.) 


Net Changes in Bank Credit 

The following is a practical illustration showing 
how the amount of money in circulation is affected by 
bank loans and their repayment, the figures being 


taken from the actual records of changes in the Vol- 
ume ol Money (see Reserve Bank's “Statistical 
Summary” for February, 1950, page 12). 

In January, 1945, the total amount of money in 
ciculation in New Zealand in the form of coin, notes 
and demand deposits was £139.7 million. By January, 
1946, it had increased to £172.0 million. Of this 
increase, expansion of bank credit accounted for £4 
million, the rest being due to other causes. 

The £4 million increase in bank credit was the 
net result of the following transactions: ‘There were 
increases of £13 million in’ the Reserve Bank’s 
advances to the Government, and of £1.7 million in 
the advances of trading banks to their customers. 
These were ofbset to the extent of £10.7 million by 
the Government’s repayment of £1.7 million of Gov- 
ernment stock held by the Reserve Bank and of £9 
million of Government stock held by the trading 
banks. 

\ summarised form of these transactions would be:- 


Bank Credit (January 1945—January 1946) 
£ millions 
Reserve Bank Advances 
~ Investments in N.Z. 
Trading Banks’ Advances 
Investments in N.Z. 


Net Expansion of Bank Credit 


Statistics 

In the table opposite are set out the various forms of 
bank credit and the changes which have occurred 
annually since the Reserve Bank commenced opera- 
tions. The figures relate to the last balance day in 
June 

The following points in the table should be noted:— 

1. Included with trading bank advances (column 1) 
are their discounts, Le. bills of exchange bought by the 
banks before maturity, These are in some respects 
equivalent to the purchase of a short-term: security 
which matures within a few weeks or months. It is also 
similar to the granting of an overdraft against the 
security. of goods. In) New Zealand discounts are 
relatively small in volume. 

2. The progressive decline in trading banks’ hold 
ines of securities (column 3) since 1944 is due to a 
Government decision that those holdings should not 
increase further and that any Government securities 
held by the banks should be repaid on maturity. 

» “Other Advances” (column 7) include the loans 
made since 1947 to the French and Czechoslovak 
Governments to assist’ them in purchasing New 
Zealand wool. 

f. At present the Reserve Bank holds a certain 
amount of New Zealand Government securities in 
London. ‘These have been purchased by the Bank out 
of its sterling balances, and do not affect the volume 
of monev in New Zealand. The London investments 
are an alternative way of holding overseas assets and 
are therefore omitted from column 9. 

>. An indication of the extent to which the Govern- 
ment has borrowed (or repaid borrowings) from the 
banking system is obtained by adding together 
columns 4, 6, and 10. Trading bank holdings of 
securities other than Government securities (included 
in column 4) are small and change very little. 





CHANGES IN BANK CREDIT IN NEW ZEALAND 


(£ millions) 





TRADING BANKS 


(1) 2) (3) 
Last ( 
3alance 
Day 


Change Securities 
in June n 


i (i.e. Invest 
Year ments) 


Advances 
and 
Diecounts 


1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 18.6 
1948 : - 12.9 
1949 80.1 OS 
1950 91.6 + 17.5 


RE aE a ae aa 
SAW DwMmOwh ue ON — b> 
m te WO SO QD DY MK O 


DR NWN AON D NO 


Sonnet ienhbhoumt pp 
Co 


wwtyswmrye +oONUL NU 


x 


RESERVE BANK 


/ 8) 


41.0* 


rn 





* Includes £20m. of Government Stock issued to the banking system as compensation for the writing down of overseas assets 
consequent upon the appreciation of New Zealand currency to parity with sterling in August, 1948. This transaction did not affect 


the volume of money. 


IIl-OVERSEAS TRANSACTIONS 


This article deals with the effects on the volume of 
money of overseas receipts and payments arising from 
the exchange of goods and services between New 
Zealand and other countries. 

The transfer of payments to and from New Zealand 
is made possible by the foreign exchange facilities 
provided by the banking system. 

Banks buy the foreign currency represented by 
overseas receipts and thus build up their overseas 
funds, commonly known as net overseas assets of the 
banks, from which overseas payments can be made. 
Those who sell foreign excyange to the banks, e.g. 
exporters, usually receve payment in the form of 
an addition to their bank deposits or a reduction in 
their bank overdrafts. On the other hand those who 
buy foreign exchange from the banks usually do so 
by drawing on their bank balances, thereby reducing 
bank deposits, or by overdrafts which increase bank 
advances. By these methods the banks exchange 
foreign currency for New Zealand currency with 
consequential changes either in the amount of money 
in circulation in New Zealand or in the level of bank 
advances. 


Bank Purchases of Overseas Currency (Receipts) 


(a) Exports under contract: Exports of dairy pro- 
duce and meat to the United Kingdom under bulk- 
purchase contracts are handled by the Dairy Products 


Marketing Commission and the Meat Producers’ 
Board. Shipping documents covering produc placed 
on board ship are forwarded to the Reserve Bank 
which claims the appropriate amounts (by cable) from 
the United Kingdom Ministry of Food. Sterling is 
credited to the Reserve Bank's account at the Bank of 
England within a few days. The Reserve Bank in turn 
credits the current accounts of the Dairv Industry and 
the Meat Industry with the New Zealand equivalent. 
Bank deposits in New Zealand are thereby increased 
or, if the marketing accounts are overdrawn, bank 
advances are reduced. 

(b) Other exports: Exports not subject to bulk 
purchase contract include some commodities (honey, 
fruit, casein and tallow) handled by the Marketing 
Department, and dairy produce sold in markets 
outside the United Kingdom; but the majority are 
sold through private commercial channels, and the 
proceeds in overseas currency are normally acquired 
by the trading banks, the equivalent in New Zealand 
currency being credited to the customers’ accounts 
Thus either the volume of bank deposits 1s increased, 
or the level of bank overdrafts is reduced. Since 
December, 1938, all exports other than those handled 
by the Marketing Department, Dairy Commission and 
Meat Board must be covered by licences issued by the 
Customs Department. These licences are granted 
subject to the condition that shipping documents and 





bills of exchange must be negotiated through a trading 
bank in New Zealand and that the overseas proceeds 
must be sold to that bank. 

For example, “A”, a New Zealand exporter, sells 
wool to a manufacturer in Bradford and draws a bill 
of exchange on him for say, £2,000, payable in sterling. 
“A"’s bank in New Zealand discounts this bill of 
exchange and credits his account with the equivalent 
amount of New Zealand currency. Thus bank deposits 
in New Zealand rise by £2,000 and the overseas funds 
of the banks also rise by £2,000. If, however, “A’’’s 
bank account is overdrawn and the £2,000 is used to 
reduce the overdraft there is no change in_ bank 
deposits but total bank advances fall by £2,000. The 
volume of money remains unchanged because the 
increase that would have resulted from an overseas 
receipt is offset by a reduction in bank credit. In either 
case the effect on overseas funds is the same, viz. an 
increase of £2,000. 


(c) Receipts other than for exports: The banks in 
New Zealand also normally buy overseas currency 
derived from sources other than the sale of exports 
the so-called “invisible” receipts, such as those relating 
to travel, legacies, interest, profits, etc. 

Since 1940, New Zealand residents have been 
required by the Finance Emergency Regulations either 
to sell to. a bank in New Zealand any foreign currency 
which they hold or acquire from time to ume, or to 
declare such currency to the Reserve Bank and offer 
it for sale. (On 9th March, 1950, sterling area curren 
cies were exempted from this regulation.) 


Bank Sales of Overseas Currency (Payments) 


(a) For imports: Apart trom certain Government 
transactions made through the Reserve Bank, pay 
ments for imports are normally effected through the 
trading banks, which sell to importers the amount 
of foreign exchange required to meet their obligations 
overseas and debit their accounts with the equivalent 
in New Zealand currency. Bank deposits are accord 
ingly decreased or bank overdrafts increased. Since 
December, 1938, a licence trom the Customs Depart- 
ment has been required for imports, with certain 
specified exceptions. Before selling overseas exchange 
the trading banks are required to hold a copy of the 
import licence and to sight the relevant shipping 
documents and invoices. 


For example, “B’, a New Zealand importer, buys 
from a London merchant goods to the value of say, 
£2,000 sterling. When the merchandise is shipped, the 
London merchant draws a bill of exchange on “B” 
and forwards this together with invoices and a_ bill 
of lading to his bank in London. ‘The London bank 
air-mails these documents to the New Zealand bark 
which acts as its agent, with instructions to present 
the bill to “B’. When “B” has accepted the bill of 
exchange he receives the documents which entitle him 
to the goods. “B"’s bank account is debited £2,000, 
with a consequent fall of £2,000 in total bank deposits 
or, if “B's account is overdrawn, a rise in total bank 
advances. There is also a reduction of £2,000 in the 
overseas funds of the New Zealand bank. 


(b) Payments other than for imports: Sales of 
foreign currencies are also made by the trading banks 


for other purposes, e.g. to persons travelling overseas, 
emigrants, or those owing money overseas for commis- 
sions, interest, dividends, subscriptions, etc. Since 
December, 1938, the approval of the Reserve Bank 
has been required for these transfers. 


Net Overseas Assets 


In general, an excess of external receipts over pay- 
ments means an increase in the volume of money, 
while a deficit results in a contraction. But it is also 
evident, as illustrated by the examples above, that an 
excess of external receipts over payments increases, 
and a deficit decreases, the overseas funds of the 
banking system. Therefore, those changes in the vol- 
ume of money which are caused by overseas trans- 
actions may be measured by movements in the net 
overseas assets of the New Zealand banking system. 

The items formerly included in the Reserve Bank’s 
table of “Net Overseas Assets” have now been revised. 
The actual level of net overseas assets (revised series) 
and the annual changes therein since 1935 are shown 
in the following table:— 


NET OVERSEAS ASSETS 


(£ N.Z. millions.) (Revised Series) 





Last Balance day Fotal Change in Year 
in June 
1935 16.6 
1936 15 2.1 
1937 37.0 | 7.6 
1938 26.7 10.2 
1939 10.1 16.6 
1940 27.5 17.4 
194] 53.8 1 6§.2 
1942 59.3 L 5.6 
1943 43.9 L 4.6 
1944 | 45.9 2.0 
1945 83.2 -37.3 
1946 103.2 -20.0 
1947 109.4 - 6.2 
1948 100.0 94 
1949* 80.0* 20.0* 
1950 87.0 ~ 18 











* The New Zealand pound was appreciated 25 per cent in terms 
of sterling in August, 1948. 


Money Supply and the Balance of Payments 


\n increase in the volume of money from any cause 
leads to an increased demand for imports and, there- 
fore, for foreign currency, which in turn brings about 
a decline in net overseas assets and a consequent 
contraction in the volume of money. 

However, the effect of an expansion of bank credit 
on the external balance of payments is not quite the 
same as that of an expansion in the volume of money 
resulting from high export receipts. In the first case 
there is no increase in the overseas assets of the 
banking system and therefore no potential increase in 
the supply of imported goods. There is, however, an 
increase in incomes and expenditure within the 
country, and part of the additional expenditure will 
be directed towards imports, both “visible” and 
“invisible”, and towards goods which might otherwise 





be exported. Thus the extensive use of bank credit 
can be a cause of an adverse balance of payments and 
loss of external monetary reserves. 

In the second case, where the initial increase in the 
volume of money is due to high export receipts, the 
process of adjustment is smoother. The rise in incomes 
from exports stimulates the demand for imports; but 
this does not of itself give rise to balance of payments 
problems since the high export receipts provide 
additional overseas funds to meet this demand. 

The above description has brought out the dual 
relationship between the money supply and_ the 
balance of external transactions. The surplus or deficit 
in those transactions directly affects the volume of 


IV-OTHER CAUSES 


It was stated in earlier articles that the major causes 
of changes in the volume of money originate in move- 
ments in the total amount of bank credit outstanding, 
and in the balance of overseas transactions. There are 
many other minor causes besides these, which are 
shown in the Reserve Bank tables as “Shift from time 
to demand liabilities at the trading banks” and “Other 
Items”. The purpose of this article is to explain the 
significance of these two items. 


Shift from Time to Demand Liabilities 


In an earlier article it was stated that the time or 
fixed deposits of the trading banks are not included 
in the Reserve Bank calculation of the volume of 
money, mainly because they are short-term investments 
rather than liquid funds. When time deposits fall, 
i.e. when customers do not renew fixed. deposits at 
maturity but have the amounts credited to their 
current accounts, the money supply increases; and 
conversely when customers place money in fixed 
deposits, the money supply is reduced. Therefore 
changes in the amount of the banks’ time deposits 
are a readily identifiable cause of changes in the 
money supply. 

Such changes are not now as important a cause of 
fluctuations in the money supply as they were in the 
early 1930's. For example, in the four years between 
June, 1946, and June, 1959, the money supply in- 
creased by £60.2 million, but during the same period 
there was a shift from demand to time liabilities of 
£6.7 million which tended to reduce the money supply 
by that amount. By comparison, between June, 1930 
and June, 1934 the money supply fell from £35 million 
to £31 million, and a major cause of this change was 
a shift of £10 million into time deposits. Had there 
been no offsetting factors tending to increase the 
money supply, the rise in time deposits during this 
period would have caused a fall of more than one 
quarter in the volume of money. 

Time deposits at the trading banks increased 
steadily up to 1934 when the average was slightly over 
£40 million, For the next eight years they decreased, 
being £35.5 million in 1936, £30.2 million in 1939 and 
£28.6 million in 1942. This movement was largely the 
result of the need of the business community for a 


money; while changes in the volume of money, with 
the associated changes in national income and expend 
iture, in turn influence the balance of external 
transactions and the level of overseas assets. 

The relationship between money supply and the 
balance of payments is significant in any country, but 
it is specially important to New Zealand on account of 
our exceptionally great dependence on external trade. 
The ratio between the value of imports and the 
national income is roughly 30 per cent in normal 
times—a little higher in a boom and a little lower in 
a depression—compared with about 3 per cent in the 
United States of America and about 20 per cent in 
the United Kingdom. 


OF CHANGES 


greater supply of money to finance the rise in economic 
activity. During the later war years and in each of the 
post-war years up to 1948 time deposits increased, the 
annual average for 1948 at £404 million being approx- 
imately the same as for 1934. During the last two years 
time deposits have remained comparatively steady at 
about £40 million. 


Other Items 


The remaining causes of change in the money sup- 
ply are included under the one heading “Other Items”, 
which is arrived at by balancing the changes in over- 
seas transactions, total bank credit and the shift from 
time to demand liabilities at the trading banks with 
the actual change in the money supply. It is thus a 
residual item. For example, if the increase in the 
money supply during a given period is £5 million and 
changes in bank credit, overseas transactions and the 
shift from time to demand liabilities taken together 
account for £4.5 million, then “Other Items” is shown 
as plus £0.5 million. If, however, overseas transactions, 
bank credit and the shift in bank deposits account for 
an increase of £6 million, “Other Items” would be 
shown as minus £1 million. 


There are several reasons why all the minor causes 
of change in the money supply are combined into a 
single amount. Firstly, the majority of them are small 
and of no special economic significance, and a more 
detaiied analysis than that now published is not 
necessary for the general purpose for which the figures 
are used. Secondly, “Other Items” comprises many 
miscellaneous changes in bank assets and liabilities 
which in practice could not be listed in detailed 
tabular form. Thirdly, trading bank statistics are not 
published in the detail which would be required to 
make a full reconciliation between changes in the 
volume of money and the causes of those changes. The 
trading banks’ monthly returns set out, in the form 
required by the Reserve Bank of New Zealand Act, 
1933, only their principal assets and liabilities in 
respect of New Zealand business, and are not complete 
balance sheets. 


While in practice there is a possibility of small 
unexplained changes in the volume of money, the 
general nature of the changes in bank assets and 





liabilities included in “Other Items” is known. ‘The 
lollowing are examples of these transactions: 


Phe monthly returns of the frading banks do not 
show as assets certain “items in transit” which arise 
as follows: —When a bank customer lodges a cheque 
to the credit of his account the volume of bank 
deposits is immediately increased but the cheque 
may not be debited to the drawer’s account for 
several days. During the period of transit, bank 
deposits, and therefore the volume of money, are 
temporarily overstated, or bank overdrafts are 
temporarily understated. While in the process of 
collection, the cheque is an asset of the bank and 
is called a “remittance in transit” or a “cheque in 
the course of collection”. “Remittances in transit” 
held by the whole banking system are frequently 
large, up tosay 10 million, and they may fluctuate 
considerably from one monthly balance date to 
another, There is a monthly rise to a peak shortly 
after the 20th of each month, the normal day for 
settling business debts, and yearly peaks at Christ- 
mas and Easter. The movement between the 
banking system's maximum and minimum holdings 
of “remittances in transit” may cause relatively 
large apparent changes in the volume of money. 
For example, suppose the volume of money is 
calculated on the 3lst of one month when 
“remittances in transit” are say, £2 million, and 
then on the 25th of another month when these 
items total say, £8 million, Other things being 
equal, the increase in “remittances in transit” will 
have caused an increase of £6 million in “Other 
Items”. ‘This will disappear when the cheques 
representing this asset are debited ta the.drawers’ 
accounts 

Reserve Bank purchases of gold. Between August, 
1918, when the Bank was made the sole purchaser 
of New Zealand-produced gold, and June, 1950, the 
gold holdings of the Reserve Bank increased by 
£1.5 million. Producers of gold are normally paid 
the purchase price by means of credits to thei 
current accounts at the trading banks, and = the 
money supply is correspondingly increased, 


The Reserve Bank weekly statement shows an 


amount called “Other liabilities’ which is not 
included in the volume of money and which 


includes certain reserve funds and profit. accounts. 
Disbursements from these accounts increase the 
recorded money supply. For example, the annual 
transfer of the Reserve Bank’s profit from “Other 
liabilities’ to the Public Account is a transaction 
ot this kind, 


Certain customary entries in’ banks’ books of 
account, such as the writing down of the book 


value of investments or the writing off of advances, 
may so affect the assets figures as to result in small 
movements in “Other Items”. 


The purchase or sale of property. When a bank 
buys or sells property, either land or buildings, the 
amount of the transaction increases “Other Items” 
if bank property is purchased, and decreases it if 
property is sold. ‘These transactions are thus similar 
in their effect to bank purchases or sales of 
securities. (See the second article in this series.) 
Pransactions of this kind are neither frequent nor 
large in amount. 

Miscellaneous banking operations, such as_ the 

charging of interest on overdrawn accounts, pay- 

ment of interest on time deposits, disbursement of 
administrative expenses, and the accumulation or 
distribution of profits. 

It is important to note that the transactions men- 
tioned above are only examples of the many small 
movements in the banking system’s assets and liabili- 
ties which are included or reflected in “Other Items’. 
They more or less regularly affect the statistics but, 
as will be seen from the table below, they are not 
normally very large. 


CHANGES IN VOLUME OF MONEY DUE TO “SHIFT TO 
OR FROM TIME LIABILITIES IN NEW ZEALAND”, AND 
TO “OTHER ITEMS” 

(£N.Z. millions) 





Time Liabilities (in New 
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V-BANK DEBITS AND 


The earlier articles in this series have dealt with 
the volume of money, i.e. the amount in existence at 
particular points of time. Money, however, does not 
remain stationary in the hands of its owners, but 
is constantly changing hands. Therefore it is best 
regarded as a flow of purchasing power. In any 
consideration of the impact of money on the economic 
system the speed of this flow (its “velocity of circula- 
tion”) is as important as the volume of money in 
existence. It is important because changes in that 
velocity may accentuate, or offset, the effect of changes 
in the volume of money. An increase in the speed at 
which the existing money supply changes hands can 
be just as inflationary in its effect on prices as an ex- 
pansion in the supply; while a decision on the part of 
the general public to hold more cash instead of 
spending it would reduce the velocity of circulation 
and be as deflationary in its effect on prices as a 
reduction in the volume of money. In practice, how 
ever, the velocity of circulation changes only slowly 
and cannot easily be controlled. The purpose of this 
article is not to explain why the velocity of circulation 
changes from time to time, but to describe how those 
changes are estimated and to show what changes 
have actually occurred in recent vears. 


Concept of “Average Velocity” 

An average velocity of circulation of ali types of 
money in a given period would be obtained by divid 
ing the total value of transactions by the average 
supply of money in the hands of the public. The 
figure thus obtained would be the average rate at 
which the total money supply had changed hands. 
But the various types of money do not circulate at 
the same rate. Coin probably circulates faster than 
bank notes, and notes faster than bank deposits. It is 
also likelv that the average velocity of circulation in 
cities is higher than in rural areas. 

While it is not difficult to understand the concept 
of the average velocity of circulation of all forms of 
money, it is difficult to measure it accurately. The 
total value of monetary transactions in a given period, 
i.e. payment for goods and services, financial trans 
actions of all kinds such as gifts, loans ete., cannot be 
accurately estimated. It is, however, possible to 
estimate changes in the velocity of circulation of 
bank deposits, which represent about 75 per cent of 
the total volume of money. 


Bank Debits 

Most commercial transactions are carried out by 
cheques which are eventually debited to the drawers’ 
accounts. Assuming that on an average each cheque 
changes hands only once (some change hands more 
than once, others are cashed by the drawer without 
changing hands) the total value of cheques debited to 
bank accounts equals thg value of all transactions 
settled by cheque. 

From time to time the Reserve Bank publishes a 
table of monthly totals of bank debits (see “Principal 
New Zealand Statistics”). The trading banks report 


THE VELOCITY OF 


CIRCULATION , 


these figures weekly showing separate totals for 
debits to Government and to other accounts. Since 
debits to Government accounts at the trading banks 
are relatively small in amount and are in a special 
category they are excluded from the Reserve Bank’s 
tables. Monthly totals are obtained by adjusting on 
a proportional basis the figures for any week which 
lies partly in one month and partly in another. The 
table at the end of this article shows the monthly 
average of bank debits from 1935 to 1949 and the 
monthly totals since January, 1949. An index (base 
1938 100) has been constructed from these figures 
to put the increases which have occurred into proper 
perspective, 

There is little significance attaching to the month 
by month changes because the figures are subject to 
considerable seasonal variation. The peak in each 
vear usually occurs in March, mainly as a result of 
large income tax payments in that month which are 
financial transactions not directly affecting the volume 
of business. If these tax payments are excluded from 
the totals of debits in March, other transactions would 
be at about the same level for each month up to 
November, The rise in business activity in pre-Christ- 
mas months is reflected in the increase in bank debits. 
The yearly index shows a steady rise from 1935 to 
1942 amounting to about 50 per cent, an increase of 54 
per cent (a faster annual rise) over the next three 
years, and a rapid rise of 69 per cent over the last four 
calendar years. The increase has continued this vear. 

rhe figures for bank debits give a good indication 
of the changes in the flow of money over a_ period, 
but they do not take account of changes which may 
occur in price levels. There is at present no price index 
which could be used to apply to the value figures to 
give the volume of transactions carried out. The com 
pilation of a satisfactory index for this purpose would 
probably prove impracticable. 


Index of Average Velocity of Circulation 


The velocity of circulation of bank money is calcu 
lated on a monthly basis by dividing the monthly 
total of bank debits by the average of weekly figures 
for the non-interest-bearing deposits in the trading 
banks. The figures (provided in a separate return) 
showing “demand liabilities” of the trading banks 
might have been used instead of “non-interest-bearing 
deposits’ —the two are not quite the same—but the 
former include small Government deposits and certain 
demand liabilities other than deposits, and are 
available only monthly, whereas the latter permit a 
closer approximation to a monthly average of private 
deposits. Government deposits at the trading banks 
and debits to those accounts are excluded. A yearly 
rate is obtained by dividing the average of monthly 
bank debits by the average of the weekly deposit 
figures. 

It must be emphasised that the result of the above 
calculation is not an accurate series of figures showing 
the actual rate of turnover of bank deposits. A number 








of assumptions have been made, of which the most Bank Debits \Velocity of Cir- 
important is that debits to overdrawn accounts are (excluding Government) |culation of Bank 
in the long run a fairly steady proportion of tot: ve Index Money. 

8 \ proporti { total £ Millions rosa ~ 160 Index 1938—-100 
debits. (This may be true in normal times but not JOS = a 
during the war—though no specific evidence on this we Average Bo 4 m4 100 

. . ° ° . , ” ‘ 
point is available.) The figures used in the calc ulation 1936 686 88 103 
are themselves approximations only. Therefore, in 1937 815 105 105 
order to avoid any suggestion of complete accuracy 1938 77.8 100 100 
the figures calculated by the method described above ase _ - = 

igures calculated by the method described above 1940 B18 109 79 
have been turned into a series of index numbers (base 1941 86.4 11 | 72 
1938 = 100) as shown in the accompanying table. 1942 874 : 60 

: : ae 943 99. , 56 
This means that only changes in the velocity of cs 106 $2 
circulation are recorded, not the actual velocity. It 1945 117. 
is desirable that too much weight should not be given 1946 138 

. ° ° O17 wa 
to short-term fluctuations in the index. ro sine 
: : - a j > P | 88.6 

Notwithstanding the qualifications just mentioned, 1949 | 196.6 
the index of velocity of circulation is a useful measure 1950* 230.9 
of long-term changes in the average rate at which 1919] 160.7 
: . Qn @ . : an Wa7 
money is being used, In the vears 193 39 the index Feb 199.8 
remained comparatively stable. During the war it fell Mar 254.5 
steadily, as a result on the one hand of war-time i nips 
a Pe ay 2114 
shortages of goods and limited opportunities for noo 187.8 
: . P . 4 S/. 
private capital expenditure, and on the other hand of July 179.1 
the expanding money supply and incomes. A slight Aug 191.1 
: . * > 86 

tendency to rise has appeared during 1950, but even ey a 
° . . . . i“ ‘ . 
so, the velocity of circulation is still about 40 per cent Nov 195.2 
lower than in 1935-39. Dec 224.0 
The above description of the changes which have ones 

. . an “Ve. 
occurred in the rate at which money is used serves to Fel O41 3 
indicate that any attempt to explain price changes Mar 287.5 
and inflation or deflation by reference to increases or Apt 214.0 
4 a , I May 263.0 
decreases in the volume of money is inadequate by June 2439 
itself, There are many other factors which must be July 215.9 
considered, of which the velocity of circulation is only Aug 235.9 
. he. give he Sept 214.6 

one. Clearly some attention must be given to the Oct 233.4 
e ° « - ° 

question of the incomes which are created when 
money changes hands, and whether people want to 
hold money as cash, to lend it, or to spend it. *12 months ended October 
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VI-REVIEW OF CHANGES SINCE MID-1935 


In the five preceding articles, specialised tables have 
been used to demonstrate the significance and the 
monetary eflects of the various factors under discus- 
sion. This article brings these tables together in a more 
general form to give an overall review of changes which 


(£N.Z. millions) 


have occurred in the volume of money since June, 
1935, and provides a tabulated analysis and comment- 
ary on the causes of these changes. As the Reserve Bank 
did not commence operations until August, 1934, 
comparable figures are not available for earlier years. 





VOLUME OF MONEY 
Last 
Balance 
Day in 
June 


Govern- 
ment 
Borrowing 


Overseas 
Trans 
actions 


‘ Annual 
Total Change 
1935 46.2 (1) 
1936 48.2 , 2.1 0.2 
1937 54.2 - 6, — 7.6 t. 3.8 
1938 50.8 . — 10.2 » he 
1939 52.7 + 1. 16.6 14.6 
1940 72.3 117.4 14.1 
1941 80.7 }. §. 1 6.2 — 3.6 
1942 106.1 1-25. \. 5.6 17.8 
1943 132.5 4+. 4.6 1.27.9 
1944 140.1 4 6 + 2.0 + 1.2 
1945 149.4 4+-37.3 26.0 
1946 176.8 20.0 1 5.3 
1947 184.8 } . 1. £2 — 16.3 
1948 194.1 9.° a OS + 6.8 
1949 207.2 +13. — * 


+10.9* 
1950 237.0 +29, + 7.0 4+. 4.5 








CAUSES OF CHANGES IN VOLUME OF MONEY 


from Banks 


Trading 
Bank 
Advances 


Shift from 
Other Time to 
Advances Demand 


_and Liabilities 
Discounts 


TOTAL 
CHANGES 


Other 
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(2) 

ail j . + 4.6 + 2.0 
1 4.8 LS 0.6 | + 60 

0.6 d — 0.5 3.4 

2.1 : 0.1 + 19 
— 25 . 0.2 119.6 
.» £0 : a 1.4 + 8.4 
1 0.1 425.4 
0.3 | 26.4 
1.1 + 7.6 
0.9 + 9.3 
2.9 127.4 
2.7 1 8.0 
0.8 1 93 
2.4 13.1 
6.7 | +298 
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The following table is designed to show notable 
monetary characteristics of what are approximately 
pre-war, war, and post-war periods. 

During the four vears preceding World War II the 
increase in the volume of money was relatively small, 
viz. £6.5 millions. In that period the expansionary 
effects of an increase of £33.3 millions in the use of 
bank credit and a reduction of £6.4 millions in fixed 
deposits at the trading banks were largely offset by an 
excess of external payments over receipts totalling 
£36.6 millions. 

In the wartime period of six years ended June, 
1945, the substantial increase of £96.7 millions in 
the volume of money was the result of an excess of 
£73.2 millions in external receipts over external 
payments and an expansion of £31.5 millions in the 
use of bank credit for governmental purposes, offset 
to a small extent by other factors. 

The increase of £87.6 millions in the volume of 
money which occurred during the five years ended 
June, 1950 was caused by an increase of £39.0 millions 
in trading bank advances and discounts and an excess 
of £23.8 millions of external receipts over payments. 
Net Government borrowing from the banking system 
expanded the volume of money by 11.2 millions 
during the same period while a contraction of £9.0 
millions was due to an increase in fixed deposits at 
the trading banks. 


Summarising the causes of the changes in the 
volume of money during the fifteen years ended 
June, 1950, when the total increased £190.7 millions, 
the tables show that £60.4 millions, or 31.7 per cent, 
was due to an excess of external receipts over external 
payments, £59.8 millions, or 31.4 per cent, to net 
Government borrowing from the Reserve Bank and 
the trading banks, and £58.3 millions, or 30.6 per 
cent, to an expansion of bank credit for business and 
private purposes. 

CAUSES OF CHANGES IN VOLUME OF MONEY 
Years ended last 1935-39 | 1939-45 | 1945-50 1935-50 
Balance Day in June. (4 years)! (6 years)| (5 years) |(15 years) 


(£N.Z. millions) 
+73.2 +23.8* 





Overseas 
Transactions 36.6 +60.4* 
Government 
Borrowing from 
Banks (1) 
Trading Bank 
Advances & 
Discounts 


+11.2° +59.8° 


+39.0 
Other Advances (2) + 8.7 


Shift from Time to 

Demand Liabili 

ties at Trading i 

Banks. 64 ; 
Other Items + 33 0.7 


+96.7 


9.0 14 
414.0 
+87.6 


+16.6 


TOTAL CHANGE + 65 4190.7 








| 





* Excluding a decrease of £20 million in overseas assets and an increase of £20 million in Government sec urities held by the Reserve 
Bank consequent on the exchange rate appreciation in August, 1948. These particular transactions did not affect the volume of money. 
1. Includes Reserve Bank's advances to the State (except Marketing), and the total investments of the Reserve Bank and the trading 


banks in Government securities domiciled in New Zealand. 


2. Includes Reserve Bank’s advances to producers’ organisations and to foreign governments in respect of dealings in primary produce, 
and also trading banks’ investments in New Zealand securities other than Government. 








VIIL-MONEY, 


PRICES, A 


Modern production and distribution of wealth, 
which are based on economic specialisation (i.e. 
division of labour) and economic co-operation, in- 
volve, day by day, innumerable exchanges of a great 
variety of goods and services. These exchanges are 
made by means of money which, by acting as a 
medium of exchange and a measure of values, facili- 
tates production and trade. The money valuation of 
goods and services is expressed in prices, and_ these 
exert a powerful influence on the direction of the flow 
of labour and capital, the use of economic resources, 
and the nature and volume of business generally. 

In a competitive free enterprise economy, individual 
plans for production are made on a basis of expected 
costs, sale prices, and profits. Margins between costs 
of production and revenue from sales determine 
whether enterprises are worth starting and whether 
they expand, contract, continue or close down. Esti- 
mates of probable price movements affect decisions as 
to when and how and where production shall be 
carried on. 

Goods are produced in expectation of demand, and 
demand is made effective through money. To the 
extent of his money income, accumulated cash, and 
borrowings, each person is able to exert a demand for 
goods and services, and the aggregate demands of all 
persons exercise a dominant influence over the volume 
of production, trade and employment. It is this 
aggregate demand which is the most unstable element 
in those economic systems which are still based mainly 
on free enterprise. 


Price Fluctuations 

In an economy where production, trade and invest- 
ment are not subject to controls, prices move more or 
less freely in response to the varving demands of 
consumers and the reactions of suppliers. Ino such 
circumstances flexibility and instability of individual] 
prices and lack of uniformity in price changes are 
inevitable, and it is not practicable, even if it were 
desirable, to iron out such fluctuations completely, for 
the fluctuations themselves act as a stimulus to enter 
prise and economic progress. 

Superimposed on this pattern of variable individual 
prices there are also tendencies for general upward 
and downward price movements to occur. 

Price changes, whether individual or general, arise 
from many causes. Any condition that affects the 
supply of or the demand for any commodity is likely 
to affect its price. For example, prices may be affected 
by changes in fashions, customs and modes of living; 
in the efficiency of management, labour and business 
organisations; in industrial processes, methods, and 
materials resulting from. scientific progress; in the 
relative bargaining strength of different groups within 
the communitv: in income distribution and the 
volume and direction of capital investment; in trans 
port facilities, internal and external trade: in inter- 
national relations; and in population growth and 
migration. Each individual makes his plans for work 
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and wealth in an inherently variable political, econo- 
mic and international environment. To attain a high 
degree of general price stability in such an environ- 
ment it is necessary to have widespread practical 
co-operation and a co-ordinated policy in the whole 
field of trade, production, employment, investment 
and public finance, for prices are inextricably inter- 
woven into the whole texture of national and inter- 
national business. Stability obviously requires more 
than banking action and monetary devices, and is not 
attainable by the adoption of a simple formula 
applied to one institution in one country. 

If the general price movements are small and 
gradual there is time for trade, industry, employment, 
standards of living, and the pattern of income distri- 
bution to become adjusted to the changes without 
serious economic and social disturbance. If, however, 
the general movements are large and rapid they 
become what are commonly known as booms and 
slumps. ‘The prevention of these has been for many 
years a major subject of expert investigation and 
discussion in almost all countries and at several world 
conferences, and some useful progress has been made 
in the working out of national and international 
economic stabilisation plans. 


Money and Prices 

It is bevond the scope of this article to discuss the 
complex subject of economic stabilisation or even to 
deal fully with that part of it which involves the 
question of stabilisation of general prices. All that 
can be attempted here is a brief indication of the 
relation between banking operations and general 
price levels. 

A general price movement is influenced, though not 
necessarily determined, by the amount of money in 
circulation in relation to the volume of goods and 
services available to buvers ; for, as already mentioned, 
demand is made effective through money, and _ prices 
reflect the interaction between demand and supply. 

If the supply of money is increased (or decreased) 
more rapidly than the supply of goods and services, 
there will be a tendency for prices generally to 
increase (or decrease) provided that there is no off- 
setting change in the rate of turnover or velocity of 
circulation of money. This is an important qualifica- 
tion because the supply of money influences prices 
only to the extent that it is actively applied to demand 
for goods and services; and over a period the total 
demand made effective by a given amount of money 
depends not only on the actual amount but also on 
the rate of its turnover. 


Bank Advances 


As the amount of money is increased when banks 
make advances or investments and decreased when 
they are repaid banks can exert some influence on 
prices by increasing or decreasing their advances or 
investments. Banks, in their leading operations, there- 
fore have to take into account the need to assist 





production and trade by adequate loans to credit 
worthy borrowers, and also the need to promote 
general price stability by not unduly increasing or 
decreasing the total amount of money in circulation. 

The demand for bank advances arises directly from 
the productive activities of the people. Though banks 
play a useful and essential part in assisting these 
activities, the total amount of bank advances is de- 
pendent primarily on the volume and value of pro- 
duction and trade, and their expansion or contraction 
is governed not only by what the banks are willing 
and able to do, but also by what producers and traders 
want to do. 


While it is true that banks increase the amount of 
money in circulation when they make loans to their 
clients, the credit-worthiness which makes the loans 
possible is based on the assets of the borrower— 
including his personal integritv, business efficiency, 
enterprise and productive capacity. The expansion or 
contraction of bank advances depends, therefore, not 
only on the capacity and willingness of banks to lend 
but also on the desire of customers to borrow money 
in this way against pledged securities. The desire of 
credit-worthy persons to borrow from the banks 
depends largely on the prospect of profitable use of 
bank accommodation and this depends on business 
conditions and trends and all the factors that affect 
production and trade. Thus the level of bank 
advances is partly determined by commodity prices, 
and in New Zealand these are to a great extent 
governed by external prices, i.e. by the prices of New 
Zealand's exports and imports. Local costs of produc- 
tion and costs of living are affected by prices of 
imported finished and semi-finished goods and raw 
materials. Prices of exports and imports are beyond 
the control of New Zealand banks, but when these 
prices rise the legitimate requirements of bank clients 
for customary bank accommodation to finance pro- 
duction and trade at higher price-levels inevitably 
involve increased demands for bank advances. 


Influence of Banks 


Banks can, within the framework of the broad 
monetary policy of the Government, exercise some 
influence over the total amount of money in circu- 
lation and therefore over prices, by raising or lowering 
the rate of interest they charge on overdrafts, by 
greater or less readiness to lend for certain purposes 
or on certain classes of security, or by buying and 
selling investments. They can exert an influence over 
the amount of cash people are able to hold; they 
can make it easier or more difficult to finance expen- 
diture, whether of a personal or business nature, by 
bank overdraft. ‘They can stimulate new productive 
enterprises, and discourage others, by exercising their 
judgment as to what is a sound and what is an 
unsound proposition. They can facilitate or hinder 
the smooth functioning of trade and finance. In 
short they can contribute much to economic welfare. 


It must not be assumed, however, that banking 
techniques are sufficient in themselves to stabilize the 
general price level. Many of the factors which affect 
prices and production are beyond the control, or even 
the influence, of banks. They cannot control the 
velocity of circulation of money nor the purposes for 
which money already in circulation is used. They 


cannot control the efficiency of the various factors that 
affect unit costs of production and that determine 
the quantity and quality of the goods produced by 
the expenditure of a given sum of money. They 
cannot control export and import prices. Thev can- 
not control the decisions of individuals and of 
Governments in respect of the lending and snending 
of money. the nature and direction of the flow of 
savings into canital exnenditure. nor the pronortions 
of the national income distributed among different 
classes of income receivers. 

The attainment of a hich deoree of economic 
stabilitv is of course most desirable stability being 
interpreted not as a comnlete absence of fluctuation 
of anv kind but as the greatest reduction in the size 
and frequency of economic fluctuations that can be 
achieved without endangerine the democratic svstem 
and economic progress. This obiective cannot be 
achieved bv monetarv management alone. Tt requires 
the co-ordination of monetary policy with appropriate 
policies in relation to all the variable factors affecting 
production and trade. 

As one of the means of achieving economic stahilits 
monetary management makes its contribution by 
aiming at a due balance between the monev sunnlv. 
the level of incomes. savings. and investment on the 
one hand, and production on the other. 


For the reasons outlined above. in anv discussion 
of inflation and deflation reference to the volume of 
monev should be supplemented bv a studv of statistics 
of National Income and Expenditure. (See the article 
immediately following.) 


Summary 


The analvsis of the money supvlvy in New Zealand. 
which has been undertaken in this series of articles, 
has led to several conclusions: — 


1. That the two maior factors determining the 
volume of money in circulation in New Zealand 
are the balance of external pavments. and the 
amount of loans granted by banks to their cus- 
tomers, including the Government. 


That short-term changes in the volume of money 
are of little significance. 


That in the longer run changes in the volume 
of money contribute to price changes, but mav 
also be in part the result of price changes. 


That the velocity of circulation of monev is also 
important. 


That there are many factors besides the purely 
monetarv ones which determine price changes. 


That a sound monetary policy on the part of 
the banks, the Government and the general 
public can contribute much to economic stability 
and progress, but that monetary techniques in 
themselves can have only limited success if non- 
monetary policies disturb the equilibrium of 
the economic system 








Money and the 


THE PRECEDING ARTICLE has shown that the volume of 
money, on its own, is an incomplete guide to causes 
of changes in prices, production and employment. 
There are many other factors besides the volume of 
money which cause economic instability; some are of 
a monetary or financial nature, others are not. ‘The 
monetary factors may be considered under three main 
headings: 

1. Non-Government Income and Expenditure 

We need to know, at any given aggregate level of 
incomes, how much of it will be spent on consumer 
goods and services, how much on capital goods, how 
much will go in direct taxation, how much will be 
saved and lent, how much will be saved and held as 
cash. Of the goods and _ services purchased, what 
proportion will be imported? How much money will 
the public want to hold? 

In the long run the volume of money adjusts itself 
to the desire of the public to hold money either for 
everyday use or as a form in which to hold accumu- 
lated assets, i.e. as an alternative to acquiring invest- 
ments such as securities, shares, mortgages, fixed 
deposits, property etc. An increase in the volume of 
money may be merely used to satisfy an increased 
desire on the part of the public to hold cash, (what 
economists call “liquidity preference’), and thus have 
no effect on aggregate expenditure or on_ prices. 
Individual decisions to spend or save to lend or to 
accumulate cash depend on many things, such as 
incomes, taxes, the cost of maintaining conventional 
living standards, interest rates, social security schemes, 
employment prospects, expectations concerning price 
movements, and so on. These are factors which need 
to be studied and understood, which influence demand 
for goods and services, and therefore might produce 
economic instability. The use of bank credit for 
private or business purposes (other than for working 
capital and for short-term financing) comes into the 
picture as a means whereby persons or businesses can 
finance expenditure in excess of present incomes, 
present borrowing, or past savings. The planning of 
the expenditure is the first step. Borrowing from a 
bank (if the bank is willing) is the means whereby 
the plan can be put into effect. 


2. Government Financial Operations 

So long as the portion of the total National Income 
taken by the Government and spent by it was small, 
the impact of public finance on economic stability was 
also small; but in these days that portion is large, 
reaching as high as one-half in some countries in war 
time, and being now about one-third in New Zealand. 
The money received from the public in the form of 
taxes and loans is redistributed in various ways by the 
Government, with a surplus left over or a deficit 
incurred. The size of that deficit or surplus is 
important; so also is the method by which the money 
is acquired from the public, for all taxes influence 
spending and savings and prices, and high taxes may 
be a deterrent to effort, thereby influencing the real 
size of the National Income. The manner of spending 
the Government’s money is also important, for equal 
amounts spent, for example, on public works, interest 
on the public debt, educational buildings, and salaries 
would have quite different effects on the National 


National Income 


Income and its distribution. It is not only the size 
of the budget surplus.or deficit which influences 
economic stability, but the whole pattern of public 
finance. 

The use of bank credit by a Government is merely 
one means by which it finances a programme of 
expenditure in excess of the funds it has available 
from other sources. In some circumstances such an 
excess of Government expenditure may actually con- 
tribute to economic stability; in others it may not. 
3. External Balance of Payments 

If in the making of payments between a country 
and the rest of the world there is an excess of receipts 
over payments, it means that non-residents are spend- 
ing inside that country more than residents are 
spending outside it. Thus while there is a conse- 
quential increase in the volume of money, something 
even more important has happened—there has been a 
net addition to aggregate demand and to incomes 
within the country which is greater than the actual 
balance-of-payments surplus, owing to the secondary 
eflects of the initial impact of the additional demand. 
Therefore the balance of external payments is one 
of the most significant aspects of an economic system, 
and especially of any system in which external trade 
is large relative to the National Income, as in New 
Zealand. Here again it is not only the net surplus or 
deficit which matters; receipts and payments include 
current items (payments for goods and_ services), 
unilateral transfers (gifts, legacies, migrants’ remit- 
tances), and capital movements which affect the 
creditor-debtor position of a country. The relative 
importance of each of these components in the total 
balance of payments is also significant. 

Conclusion 

In any attempt to analyse the economic situation 
in a country, and in particular to determine the causes 
of inflation or deflation, attention should be given 
not only to the volume of money and the causes of 
changes therein (these are of considerable interest 
and relevance) but also to the topics outlined above, 
namely 

1. private incomes, spending, savings and invest- 
ment ; 

2. Government financial operations ; 

3. the balance of external payments. 

In recent years considerable progress has been made 
by statisticians in the technique of analysing National 
Income and Expenditure, covering inter alia these 
topics. More or less standardised methods have been 
devised for calculating and presenting in tabular form 
the component parts of the National Income, showing 
how it is derived and how it is spent, what part is 
devoted to personal consumption, direct taxation and 
savings, analysing savings and investment, Govern- 
ment revenue and expenditure, and so on. Statistics 
of this kind provide a far more useful picture of the 
economic system and guide to policy than can be 
obtained from the measurement of changes in the 
volume of money alone. National Income statistics 
are now prepared regularly by the New Zealand 
Government Statistician, and published about August 
in each year. (The latest figures were reproduced in 
abbreviated form in the August, 1950, issue of the 
“Statistical Summary”’.) 





New Zealand Coinage 


A ROYAL PROCLAMATION dated Ist August, 1896, and 
promulgated in the following year, applied certain 
portions of the Imperial Coinage Act of 1870 to New 
Zealand and recognised Imperial coin as the legal 
currency of the colony. 

At that time both Imperial and Australian coins 
were in free circulation, although Australian coins 
other than gold were not legal tender. Owing to the 
fact that Australian silver coin was freely accepted in 
New Zealand and that in the few years prior to 
January, 1933, the depreciation of the Australian 
pound against sterling was considerably greater than 
that of the New Zealand pound, there was a direct 
incentive for an influx of Australian silver coins. 
Similarly the depreciation of the New Zealand pound 
against sterling (amounting to 10 per cent in January, 
1931) encouraged the export of Imperial silver coin 
from New Zealand. In April, 1931, regulations were 
passed prohibiting the import or export of silver 
coins save with the consent of the Minister of Cus- 
toms, except that silver could be brought in by 
immigrants up to £2, and that persons departing 
could take up to £5, unless they were going direct to 
the British Isles, in which case they could take £10. 
These latter sums were reduced on 30th March, 1933, 
to £2 and £5 respectively and this restriction is still 
in force. 

The temptation to export coin remained, however, 
and in order to preyent losses through smuggling, the 
Government decided to replace the Imperial and Aus- 
tralian coin in circulation with a new issue of dis- 
tinctive New Zealand design. Provision was accord- 
ingly made in Section 8 of the Finance Act, 1932-33 
(No. 2), which was replaced in 1933 by the Coinage 
Act. Conditions covering legal tender and the stand- 
ard of fineness were made similar to those for Imperial 
coin. The Royal Mint agreed to accept Imperial and 
Australian silver coin taken from circulation and to 
replace it free of charge with the New Zealand coin. 
Under the arrangement the New Zealand Govern- 
ment was allowed the bullion value of the coin not 
used in making such replacement. 

A Proclamation issued under Section 5 (4) of the 
1933 Coinage Act declared that British silver coin 
ceased to be legal tender in New Zealand on Ist 
February, 1935. Imperial bronze coinage remained in 
use unul 1939 when the first issue of New Zealand 
pennies and half-pennies was authorised. These 
coins were issued in the following year, as also were 
approximately 100,000 centennial half-crowns specially 
minted for the Centennial Celebrations. 

Crown pieces have never been in general use in 
New Zealand and comparatively few of these coins 
have been imported. Between 1933 and 1940, a few 
were sold to collectors at seven shillings and sixpence 
each, and in November, 1949, a small general issue 
was made of silver crowns, struck for the occasion of 
the Royal Visit which was to have taken place in that 
year. Farthings have not been in general circulation 
in New Zealand. 


By virtue of authority given under Section 4 of the 
1933 Coinage Act the Minister of Finance was em 
powered to issue cupro-nickel coins and under Section 
31 of the Finance Act, 1947, these coins were given 
equal status with silver coin as legal. tender. The 
issue of the new coinage which appeared in circula- 
tion in 1947 followed similar action taken in the 
United Kingdom as a result of the high prices of 
silver and increased Royal Mint charges. The expense 
incurred in the minting of cupro-nickel is consider- 
ably less than for silver. 


Coin Specifications 

The following table sets out the standard size and 
weight of New Zealand coins, and the “remedy allow- 
ances”, i.e., the allowed margin of error in weight. 





Remedy 
Allowance 
(grains) 


Standard 
Weight 
(grains) 


Diameter 
of Coin 


Denomination 
of Coin 


Crown 1.525 inches 136.36363 2.000 
Half-crown 1.272 218.1818] 1.216 
Florin 1.126 174.54545 0.997 
Shilling Si 87 72 0.578 
Sixpence 765 13.63636 0.346 
Threepence 642 21.81818 0.212 
Not exceeding 
| weight of one 
' piece in forty 
preces, 


Penny 30.8mm. 145.83333 


Half-penny 25.5mm. 87.50000 
I 











Composition of Coins 

(a) Silver coins consist of 500 parts silver, 400 parts 
copper, 50 parts nickel, and 50 parts zinc. 

(b) Cupro-nickel coins consist of 750 parts copper and 
250 parts nickel. 

(c) Bronze coin consist of mixed metal, copper, tin, 
and zinc. 


Issue of Coinage 

Coin is issued by the trading banks and the Reserve 
Bank to their customers in exchange for bank notes 
or cheques, so that the amount on issue varies with 
public demand. The Reserve Bank from time to time 
advises the Treasury of the estimated coinage require- 
ments. The ‘Treasury, acting on behalf of the New 
Zealand Government, orders the necessary supplies 
from the Royal Mint for distribution by the Reserve 
Bank. 


Legal Tender 


The law concerning legal tender of coin (other than 
gold coin) in New Zealand (Section 5 (1) of the Coin- 
age Act, 1933) is as follows:— 
“A tender of payment of money, if made in New 
Zealand coins of current weight, shall be legal 
tender 
(b) in the case of silver and cupro-nickel coins, 
for the payment of an amount not exceed- 
ing forty shillings; 

(c) in the case of bronze coins, for the payment 
of an amount not exceeding one shilling.” 








Notes in Circulation 


UNTIL THE Ist auGust, 1934, each of the six trading 
banks operating in New Zealand issued its own notes. 
From that date, however, the Reserve Bank became 
the sole note-issuing authority, and the notes of the 
trading banks were withdrawn from circulation. On 
Ist August, 1936, the £549,000 of trading bank notes 
still outstanding were deemed to be a liability of the 
Reserve Bank, to which the trading banks were re 
quired to pay an equivalent sum. Since then, small 
and decreasing amounts of these notes have been 
released from “hoards” and presented for payment. 
At present the amount still outstanding is £357,000, 
but most of these are probably lost or destroyed. On 
Ist August, 1976, any trading bank notes still out 
standing will be deemed “not in circulation”, an equal 
amount will be paid into the Consolidated Fund by 
the Reserve Bank, as unclaimed moneys, and the 
Bank’s liability tor those notes will cease. 

Five denominations of Reserve Bank notes ar 
issued, viz., ten shillings, one pound, five pounds, ten 
pounds, and fifty pounds. All notes are printed by 
Thomas de la Rue and Company Limited, London, 
and then shipped to the Reserve Bank in Wellington. 
Some are issued direct to the public through the 
cashing of Government cheques, but most are issued 
to the trading banks for issue to their customers as 
required, the trading banks’ accounts at the Reserve 
Bank being debited accordingly. When the notes 
return to the trading banks from the public the worn 
or damaged ones are not re-issued but are paid back 
to the Reserve Bank to the credit of the trading banks’ 
accounts, and the notes are cancelled and destroved. 
At no stage do the banks attempt to control directly 
the amount of notes in circulation. ‘They issue them 
solely in response to the demands of the public, any 
failure to meet which would inconvenience the 
community. The Reserve Bank and the trading 
banks must ensure that. sufficient notes are always 
available. For this reason orders to have notes 
printed are made well in advance and adequate stocks 
are held. An important part of the administration 
of the note issue therefore lies in forecasting the 
public’s requirements. ‘There are seasonal factors to 
be considered, especially the peak demands at Christ 
mas and Easter. More important, however, are the 
basic economic conditions in the country—the national 
income, the level of salaries and wages, changes in 
the price level, and the total volume of money. — If 
circumstances require it, the value of new notes 
drawn into circulation from the banks exceeds the 
value of used notes cancelled, and the total amount 
in circulation rises. 

A fairly constant proportion of notes outstanding 
is held by the trading banks as till money. ‘This 
amount, which at present fluctuates between £8m. and 
£10m., must be subtracted trom the total note issue, 
as published in the Reserve Bank’s weekly statement, 
in order to arrive at the “active note circulation” 
(notes held by the public). It is this latter figure 
which is appropriate in considering general monetary 
conditions. 

The value of notes in circulation has increased 
from £11,565,493 on 29th May, 1939, to £45,093,571 
on 3lst May, 1950. The main reasons are these:— 


|. ‘The number of cash transactions has increased. 
By how much it is not possible to say, but a general 
idea can be gained from the fact that population has 
increased by about 15 per cent, the volume of pro- 
duction by about 25 per cent, and the volume of total 
external trade by over 20 per cent. There are also 
supplementary factors such as the increased number 
of cash payments under the Social Security scheme, 
and the fact that the turnover of horse-racing totalis 
ators has nearly trebled since 1939. 

2. There has been a rise in the price level. The 
exact rise in the value of the average cash transaction 
cannot be calculated but the various price indices show 
increases ranging from about 35 per cent in the Con 
sumers’ (Retail) Price Index to about 125 per cent 
in the Import Price Index. 

3. ‘The rate of turnover (velocity of circulation) of 
notes appears to be slower than in pre-war years, i.e., 
each note is taking part in a smaller number of trans 
actions per unit of time. In other words people (in 
cluding retailers and business firms) are now holding 
a larger amount of cash for the purpose of making 
their day-to-day cash transactions. ‘The fact that the 
notes of high denominations have increased more 
than those of lower denominations, suggests that 
some notes are being “hoarded”. ‘The hoarding may 
be hoarding in the ordinary sense, or may be caused 
by a tendency, stimulated by high taxation, controls, 
and black markets, to hold accumulated funds in the 
form of notes rather than in bank deposits or securities. 

1. Because most people have savings, accumulated 
during the war, and because consumer goods are now 
more freely available, people tend to spend more 
freely from current income and to carry more cash in 
their pockets. 

These are the more immediate reasons for the 
increased circulation of notes. The basic reason, how 
ever, is the fact that incomes and the total volume 
of money (made up of coin, notes, and bank demand 
deposits) have shown substantial increases, the pro 
portion of notes to the total volume of money remain 
ing fairly steady at about 20 per cent. ‘The composi- 
tion of the total money supply, and the causes of 
changes therein, are discussed in the article “Money 
Supply in New Zealand”, (Page 2). 

In the graph below the net note circulation in New 
Zealand since 1901 is shown. 
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Advance Control Policy 


DurRING THE WAR the participating countries were 
all, in varying degrees, faced with inflationary o1 
potentially inflationary conditions which required 
the adoption of controls over manpower, materials, 
and money. One of the financial methods commonly 
used was to control some of the assets of trading banks 
and their power to create new money. For example, 
in the United Kingdom, “Treasury Deposit Receipts” 
were instituted as a means of segregating a portion 
of the liquid funds of the banks, and banks were re- 
quested to align their lending policics with that of 
the Capital Issues Committee. In the United States 
the reserve requirements for banks were varied from 
time to time, and the use of bank credit to finance 
stock market operations and hire purchase dealings 
was restricted. Australia required trading banks to 
maintain a large proportion of their assets in Special 
Deposit Accounts with the Commonwealth Bank and 
established a control over their advances. 

New Zealand did not introduce any new form of 
quantitative control over advances of the trading 
banks, but adopted two methods of qualitative con- 
trol. From 1943 onwards, as a matter of Government 
policy, the wading banks were precluded from in- 
creasing their holdings of securities, and their exist- 
ing holdings of Government stock were repaid as they 
matured. ‘The other method was a selective control 
of bank advances by the Reserve Bank, also intro- 
duced as a Government policy measure, in January, 
1942, with the co-operation of the trading banks them- 
selves. No statutory regulations were introduced. 

‘The advance control policy was not directed towards 
reducing total advances, but towards preventing the 
expansion of credit for speculation and other pur- 
poses inconsistent with the war effort. ‘he original 
list of restricted categories covered the following 
general headings: speculative purposes, purchases ot 
property, repayment of mortgages, finance of hire 
purchase or other credit sales, and luxury purposes. 
the banks were asked to review existing advances 
(including unused advance limits) not required imme- 
diately, or granted for purposes which would not be 
acceptable under the new policy. 

The wartime advance control policy was related to 
other controls in operation; for example, advances for 
erection of or additions to buildings for civilian pur- 
poses were not at that time restricted because there 
already existed a system: of building permits designed 
to prevent undue diversion of resources into this 
field. 

‘The need for advance controls of the type described 
above did not cease at the end of the war. It was 
still desirable to avoid the creation of new money for 
non-essential or speculative purposes or for the 
financing of capital expenditure when other sources 
of funds were available. In May, 1947, and again in 
January, 1948, the Reserve Bank made public state- 
ments outlining the general scope and requirements of 
the Government's policy. These made it clear that 
advances for purely investment purposes, for capital 
expenditure for business, industrial and commercial 
purposes including the purchase of farm properties, 


and (except for short periods pending the raising of 
finance from non-banking sources) for building, 
purchasing or refinancing of dwellings, were brought 
within the restricted classes. At the same time an 
attempt was made to secure investment in New Zea 
land by interests resident outside the sterling area, 
by requesting the banks, except with the approval of 
the Reserve Bank, not to make advances to such 
interests to enable them to finance their sterling area 
capital operations. 

From the outset all marginal or doubttul cases or 
cases involving special circumstances have been re- 
ferred to the Reserve Bank for decision, provided 
always that the trading bank concerned was prepared 
to make the advance in question. In order to sate 
guard the confidential relationship between customers 
and their own bankers, the Reserve Bank has never 
asked that the name of any applicant be divulged. 
An increasing degree of discretion has been granted 
to the banks in respect of these marginal and special 
cases. In March, 1950, it became no longer neces- 
sary for banks to refer to the Reserve Bank applica- 
tions which fulfilled both the following conditions— 

(a) the term of the proposed advance did not ex- 

ceed two years; and 

(b) the advance applied for did not exceed £2,000. 

In exercising their discretion in such cases the 
banks were expected to apply the general principles 
of Advance Control, which remained unchanged, but 
were to use their own judgment in dealing with mar- 
ginal and doubtful cases instead of referring them to 
the Reserve Bank. 

Not only have steps been taken to simplify the 
administration of the policy, but the number of 
restricted classes has been reduced from time to time 
by the granting of exceptions. For example, in 1947, 
banks were authorised to grant without reference to 
the Reserve Bank, to persons building houses, ad- 
vances to cover the period of building or for periods 
ol up to one year to enable the borrower to obtain 
outside finance. From August, 1949, advances to en 
able primary producers to purchase essential farm 
equipment and machinery were removed from the 
restricted class provided that each individual advance 
did not exceed £1,500 (including similar advances 
still outstanding) and repayment was made within 
two years. Extensions as to amount and time could 
be made only after reference to the Reserve Bank fbr 
approval. 

A further change was announced on 24th May, 
1950. As from that date:— 

1. Advances for purposes formerly in the con 
trolled categories were freed from control for amounts 
up to £2,000 for each customer. 

2. Advances for the following purposes (irrespec 
tive of amount) were freed from control:— 

(a) Purchases of livestock needed for primary pro 

duction. 

(b) Purchase of farm machinery, farm vehicles and 

farm implements. 

(c) Purchase of tools of trade—but not industrial 

machinery. 





3. The arrangement announced in March, 1950, 
whereby the trading banks exercised their own dis 
cretion in doubtful cases involving advances up to 
£2,000, was amended by the extension of that dis- 
cretionary limit to £4,000. This allowed for the fact 
that the first £2,000 was freed from control. In all 
other respects the control procedure and the list of 
restricted classes remains virtually unchanged. 

While the list of restricted classes of advances has 
been carefully defined, the Reserve Bank has sought 
to avoid imposing a set of rigid rules. Rather the 
intention is to treat on its merits each application 
referred to it, having regard not only to the purpose 
for which the proposed advance is to be used but 
also to any other relevant facts, such as the effect the 
advance might have in promoting or maintaining 
useful production, or whether it is reasonably prac- 
ticable for the borrower to obtain funds from non- 
banking sources, or the willingness and ability of the 
applicant to repay the advance within a short period, 
or any special hardship which might otherwise arise. 
In particular, no restriction has been placed on the 
use of bank advances to finance normal production 
and trade by the provision of working capital. For 


example, finance for raw materials, stock in trade 
(except for initial trading stocks), and for current 
working expenses have not been treated as capital 
expenditure, have not come within the scope of the 
Advance Control policy, and do not now require to 
be referred to the Reserve Bank even if advances in 
excess of £2,000 are involved. 

As mentioned earlier, the policy outlined here. is 
not designed to reduce total bank advances but to 
exercise some control over the direction of their ex 
pansion. Outside the restricted classes the banks have 
had complete discretion and have since 1945 substan 
tially increased their total advances, in response to 
the requirements of their customers. The total of 
bank advances, and the problems created by the 
existence of inflationary pressures within the economy, 
would have been greater if the advance control policy 
had not been in operation over the past eight years. 
Although some relaxation has been possible, con- 
ditions do not yet justify complete removal of the con- 
trols. However, the Reserve Bank has no interest in 
controls for their own sake and is keeping the posi- 
tion constantly under review. 





1950 National Development Loan 


A NATIONAL DEVELOPMENT LOAN of £20 million was 
opened on 29th May, 1950, (advance subscriptions 
were received from 2Ist April) and closed on 23rd 
June, 1950. ‘Two kinds of security were offered: a 5 
per cent stock repayable 15th August, 1959/61, issued 
at £99 10s. Od. per cent, and a 25 per cent stock repay- 
able 15th August, 1954, issued at par. Stock was issued, 
at the option of the subscriber, in the form of Ordinary 
Stock or of Death Duty Stock which may. be- tendered 
at par in payment of Death Duties. Death Duty Stock 
may be exchanged for Ordinary Stock. 

The purposes of the Loan, as listed in the pros- 
pectus, were:— 

“National Development works, including Hydro- 
electric, Housing, Public Buildings, Roads and Rail- 
ways, Irrigation and Soil Conservation, Lighthouses 
and Harbours, Forestry, Land Settlement and 
Development, and Telegraph extensions, including 
Felephones. A part of the proceeds may be used for 
repaying existing loans.” 

In addition to the loan, new National Savings in- 
vestments received during the year were applied 
towards the purposes outlined above, and the National 
Savings Organisation undertook to raise the required 
amount (£10.5m.) from this source. 

Nineteen Government loans, excluding a State 
Advances issue, have been offered to the public in New 
Zealand in the period 1936 to 1949 inclusive. There 
were five conversion issues (one of which was also 
open for cash subscriptions), six issues primarily fon 
national development purposes, an issue to holders of 
Bank of New Zealand shares, and seven war loans. 

Subscriptions to the issues intended mainly for 
national development purposes totalled £99.2 million, 
made up as follows: 





Amount 
subscribed 
£ millions 


Purpose. 


Mav 1989 National Development and Defence 


Works 
January 1941 | National Development 8.4* 


January 1946 | National Development and part re 


demption of London loans 18.3* 


January 1947 | National Development and part 


repayinent of existing loans 21.4* 
January 1948 ye a 24.8* 


April 1949 ‘ 21.8% 











These figures include subscriptions from Govern- 
ment Departments and some applications for con- 
version. 

Between 1941 and 1946 there were no public issues 
intended primarily for national development and 
works construction. During these vears the diversion 
of manpower and resources to war purposes, includ- 
ing the construction of defence works, caused civilian 
construction programmes to fall into arrears. 

Several of the loans for national development pur- 
poses have been for undefined amounts and have re- 
mained open for periods of from four to fifteen 
months as “tap” issues, cash subscriptions from the 
general public and Government Departments being 
accepted without limit. Such “tap” loans were issued 
in 1941 and in each of the four post-war years from 
1946 to 1949 inclusive. 





The new issue marked the return to methods of 
raising loan moneys for development purposes by an 
issue open for a limited period and for a specified 
amount. 

Though the terms of this issue were slightly better, 
from the investors’ point of view, than those of any 
since the 1941 War Loan, the yield to final maturity 
was still below that obtaining in the pre-war and 
early war years. 

The following table sets out the terms of all public 
loans issued by the New Zealand Government since 
1936, and shows that interest yields were lowered early 
in the war and were maintained at that level until 
1950. The yield on the last pre-war issue was 4.13 per 
cent for the short-dated loan and 4.31 for the long- 
term. With the outbreak of war, new factors such as 
the patriotic motive and increasing amounts of “idle 
money” made a cheap money policy possible. More- 
over, it was realised that large amounts would have to 
be borrowed, and the cost of interest payments would 
be heavy. A cheap money policy thus became desirable 
from a budgetary point of view. Throughout most of 
the war years, and in the post-war “tap” loans, the 
rate of interest remained unchanged at 3 per cent for 
the longer-term stocks and 2} per cent for short term. 





Yea 


Issue 


{ par 
) par 
1989 National Development | 99 
and Defence Works } 96 
1940 War Loan—part com 
pulsory with first 
three years’ interest 
free 


1936 Conversion Loan 


1941 National Development 
“tap” issue 


1941 Conversion Loan 


1941 War, “Liberty” and 
1945 “Victory” Loans 


1944 Conversion Loan 


1946 Conversion Loan 


1946- National Development 
1948 “tap” issues 


1949 National Development 
“tap” issue 


1949 Conversion Loan 


1950 National Development 














Interest Rates 


IN THE “STATISTICAL SUMMARY” there has been pub- 
lished from time to time a table showing certain of 
the money rates in force in New Zealand, the last 
occasion being in June, 1949. No changes in the rates 
have occurred since then. 

The rates quoted in the table are deposit and 
advance rates, these being among the most important 
ones. They do not, however, give a complete picture 
of interest rates in New Zealand. The rates on the 
various forms of investment differ, but they form a 
pattern which reflects the attractiveness to the investor 
of each type of security. Any change in one major rate, 
such as the yield on Government stocks, tends to bring 
about a similar change in other rates so that the 
general pattern is little altered. It is not the purpose 
of this article to explain why interest rates in general 
move up and down, but only to describe the pattern 
as it exists in New Zealand at the present time. 

A person who has funds which are not immediately 
required has several forms of investment to choose 
from. Factors influencing his choice include the period 
of investment, the risk of capital loss either through 
changes in the market value of the security or through 
default by the borrower, the interest vield, the degree 
of certainty in the receipt of interest or dividends, 
the incidence of taxation, and the marketability o1 
“liquidity” of the security. The shorter the period of 
the investment, the smaller the risks and the greater 
the liquidity, the lower is the rate of interest. On the 
other hand, long-term investments or those with a 
higher element of risk (such as some industrial shares) 
or non-marketable investments (such as mortgages) 
tend to vield higher rates of interest. 


in New Zealand 


The pattern of rates is governed largely by the rate 
at which the State is able to place its own securities 
on the market. The main reasons are, first, that the 
Government is the largest and most regular borrower 
on the market, and secondly, that in New Zealand 
most deposit rates are directly under Government 
control. The long term rate for Government securities 
(including National Savings) has for some years been 
3 per cent, (see the article in the May, 1950 issue of 
the “Statistical Summary”) and their market price has 
been kept close to par by reason of the plentiful supply 
of money available for investment and the fact that 
3 per cent securities have been available “on tap”. 
\s this “gilt-edged” rate has been almost unchanged, 
other interest rates have also remained stable. Since 
the last tap loan was closed in March, 1950, the market 
prices of Government securities have dropped slightly, 
so that the interest vield has been a little above 3 per 
cent on the longer-dated stocks. So far other interest 
rates have not been affected, but it was found advisable 
to issue the 3 per cent National Development Loan 
1950 at a small discount. 


Deposit Rates 
Idle funds may be deposited in several different 
ways:— 

(a) On “free” or “demand” deposit with trading 
banks, where they earn no interest but are safe and 
liquid. Apparently quite large idle balances are held 
in this way even though they could be invested and 
earn interest. 

(b) On deposit at a savings bank (the Post Office 
Savings Bank or one of the five trustee savings banks) 








where the money is readily available and earns interest 
(on amounts up to £500) at 23 per cent. Trustee 
savings banks do not pay interest beyond £500, nor 
the Post Office Savings Bank beyond £2,000; but the 
latter pays 2 per cent on that part of a deposit which 


exceeds £500 but does not exceed £2,000, 


(c) On demand or time deposit with trading 
companies, building and investment societies, or local 
authorities. In these cases interest is paid in accordance 
with a graduated scale based on the period for which 
the deposit is made. ‘The scale indicates the maximum 
rates which may be paid, and is fixed by Order-in 
Council. For example, trading companies may not par 
more than I} per cent on demand deposits, and 3 pet 
cent on deposits fixed for 56 months or longer. For 
building and investment societies and local bodies the 
scale of maximum rates is a little lower. 

(d) On fixed deposit with a trading bank, interest 
being paid in accordance with a graduated scale based 
on the period of deposit. The rates which trading 
banks pay to holders of fixed deposits (the maximum 
is now 2 per cent) depend largely on the interest they 
can earn on their loans and investments. 


Bank Loan or Overdraft Rates 


Since 1941 the minimum rate which trading banks 
charge on overdrafts has been 4 per cent, and the 
maximum 5 per cent. ‘These rates were fixed by 
agreement between the banks and the Government. 

When the Reserve Bank lends money to the Govern 
ment or to official marketing organisations, whether 
by wav of overdraft or Treasury bills or long-term 
securities, the interest rate charged is 1 per cent. 
Since all the net profits of the Bank are paid to the 
Consolidated Fund, this rate is a nominal one. (A 
minor exception is the rate of f per cent charged on 
overdrafts granted to two Government departments.) 

The rate at which the Reserve Bank is prepared 
to discount first-class bills of exchange is 1} per cent, 
at which level the rate has stood since 26th July, 1941. 


This is known as the “Bank Rate” but in practice it 
has so far been inoperative in New Zealand. 
Mortgage Rates 

Private mortgages carry interest at rates ranging from 
3 per cent to 5 per cent in most cases. The most 
significant rate, which tends to set the standard, is the 
1, per cent on mortgage loans made by the State 
Advances Corporation, but in the post-war years a 
considerable proportion of total mortgages registered 
have been those made to ex-servicemen under the 
Government's rehabilitation programme for which 
the interest rates have been lower—usually 8 or 4 per 
cent. (See note in May, 1950 issue of the “Statistical 
Summarvy”.) For this reason the average rate on new 
mortgages registered declined from 4.73 per cent in 
1941-42 to 3.85 per cent in 1946-47, and has since 
increased gradually as the rehabilitation loans have 
decreased in volume, reaching about 4 per cent during 
1949. 


Industrial Stocks and Shares 

Owing to the wide variety of securities available on 
the Stock Exchange, it is difficult to generalise con- 
cerning the interest vield on this kind of investment. 
The range of vields is between about 3 per cent and 
6 per cent, and the average level has been falling 
during most of the period since 1958. The Government 
Statistician publishes an index number of the “Yield 
on Market Price of Company Shares”, on the base 
19588— 1000. (Table 51 in the “Abstract of Statistics”). 
\fter 1938 the index rose slightly but then moved 
steadily downwards to reach 664 in 1946 (calendar 
vear). From then until the middle of 1949 it rose 
gradually to 748 but has since declined to 688 in 
April, 1950. 


Summary 

The general picture is one of a high degree of Govern- 
ment control over interest rates, a decline in rates 
early in the war to a moderately low level, and 
considerable stabilitv since then. 





Reserve Bank of New Zealand Amendment Act, 1950 


‘THE RESERVE BANK of New Zealand Amendment Bill, 
which was introduced into the House of Representa- 
tives on 26th July, became law on 25th August, 1950. 


The text of the Act is as follows: 


1. This Act may be cited as the Reserve Bank ot 
New Zealand Amendment Act, 1950, and shall be read 
together with and deemed part of the Reserve Bank 
of New Zealand Act, 1933 (hereinafter referred to as 
the principal Act). 

2. Section ten of the Reserve Bank of New Zealand 
Amendment Act, 1936, is hereby amended by adding to 
subsection one the words “and shall do all such things 
within the limits of its powers as it deems necessary 
or desirable to promote and safeguard a stable internal 
price level and the highest degree of production, trade, 
and employment that can be achieved by monetary 
action”. 


This section now reads: 

“It shall be the general function of the Reserve Bank, 
within the limits of its powers, to give effect as far as may be 
to the monetary policy of the Government, as communicated 
to it from time to time by the Minister of Finance. For 
this purpose, and to the end that the economic and_ social 
welfare of New Zealand may be promoted and maintained, 
the Bank shall regulate and control credit and currency in 
New Zealand, the transfer of moneys to or from New Zea- 
land, and the disposal of moneys that are derived from the 
sale of anv New Zealand products and for the time being are 
held overseas and shall do all such things within the limits 
of tts powers as it deems necessary or desirable to promote 
and safeguard a stable internal price level and the highest 
degree of production, trade, and employment that can be 
achieved by monetary action.” 

3. (1) In the exercise of their functions and powers 
under the principal Act the Governor and the Board 
of Directors shall give effect to any resolution of the 
House of Representatives in respect of any functions 
or business of the Reserve Bank. 





(2) Section two of the Reserve Bank of New Zealand 
Amendment Act, 1939, is hereby repealed. 

The section which has been repealed read: 

“In the exercise of their functions and powers under the 
principal Act the Governor and the Board of Directors shall 
have regard to any representations that may be made by the 
Minister of Finance in respect of any functions or business of 
the Rescrve Bank, and shall give effect to any dacieien of the 
Government in relation thereto conveyed to the Governor in 
writing by the Minister of Finance.” 

4. (1) Section seventeen of the principal Act is 
hereby amended by repealing subsection one, and sub- 
stituting the following subsection:— 

“(1) It shall be the duty of the Bank to maintain 
reserves which, in the opinion of the Board of 
Directors, will provide a reasonable margin for contin- 
gencies, after taking into account prospective receipts 
and disbursements of overseas funds, and having 
regard to the economic position within New Zealand.” 

The subsection which has been repealed read:— 

“Except as provided in ng next succeeding section, it shall 
be the duty of the Bank at all times to maintain a minimum 
reserve of not less than padi five per centum of the aggre 
gate amount of its notes in circulation and other demand 
liabilities.’ 

(2) Section seventeen is hereby further amended by 
inserting in subsection two, after paragraph (c), the 
following paragraph:— 

“(d) Balances standing to the credit of the Bank at 
the central bank of any country the currency of which 
is freely convertible into sterling:” 

Subsection 2 of Section 17 now reads:— 

“For the purposes of this section the term ‘reserve’ includes 
only— 

(a) Gold coin and bullion in the unrestricted ownership of 
the Bank: 

(b) Sterling exchange, comprising— 

(i) Deposits at the Bank of England: 

ii) British Treasury bills with an unexpired currency 
of not more than three months: 

(iii) Bills of exchange payable in London, bearing at least 
two good signatures, with an unexpired currency 
of not more than three months: 

(c) Net gold exchange (as hereinafter defined in this para- 
graph) in the unrestricted ownership of the Bank, if such 
exchange is on a country the currency of which by law 
and in fact is convertible on demand at a fixed price into 
exportable gold. For the purposes of this paragraph the 
expression ‘net gold exchange’ means— 

(i) Balances standing to the credit of the Bank at the 
central bank of the country of origin of the cur 
rency in question: 
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ii) Bills of exchange payable in a gold currency, matur 
ing within three months, and bearing at least two 
good signatures: 

) Balances standing to the credit of the Bank at the central 
bank of- any country the currency of which is freely con 
vertible into sterling: 

less any liabilities of the Bank in currencies other than 

New Zealand currency.” 

(3) The Second Schedule to the principal Act is 
hereby amended by adding to the reference to reserve 
in the column relating to the assets of the Bank the 
following paragraph:— 

“(d) Other exchange.” 

(4) The Second Schedule to the principal Act is 
hereby further amended by omitting the words “Pro- 
portion of reserve (No. 8 less No. 6) to notes and other 
demand liabilities: per cent.” 


The Second Schedule to the principal Act now reads: — 


STATEMENT OF ASSETS AND LIABILITIES OF RESERVE 
BANK OF NEW ZEALAND 


Liabilities Assets 
(3) Reserve— 
(a) Gold. 
(b) Sterling exchange. 
(c) Gold exchange. 
(b) Banks. (d) Other exchange 
(c) Other. (9) Subsidiary coin. 
(5) Time deposits. (10) Discounts 
(6) Liabilities in currencies (a) Commercial & agri- 
other than New Zealand cultural bills. 
currency. (b) Treasury and local 
(7) Other liabilities. body bills 
1) Advances 
(a) To the State or 
State undertakings 
(b) To other — public 
authorities. 
(c) Other. 
(12) Investments 
(13) Bank buildings. 
(14) Other assets. 


2) General Reserve Fund 
(3) Bank-notes. 
(4) Demand liabilities 

(a) State. 


(5) Section four of the Reserve Bank of New 
Zealand Amendment Act, 1939, is hereby repealed. 
The Section which has been repealed read: 

“The Minister of Finance may from time to time, by 
notice published in the Gazette, vary or suspend, either 
absolutely or subject to such conditions as he thinks fit 
the requirements of section seventeen of the principal Act.” 
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